
STOP 



Early Journal Content on JSTOR, Free to Anyone in the World 

This article is one of nearly 500,000 scholarly works digitized and made freely available to everyone in 
the world by JSTOR. 

Known as the Early Journal Content, this set of works include research articles, news, letters, and other 
writings published in more than 200 of the oldest leading academic journals. The works date from the 
mid-seventeenth to the early twentieth centuries. 

We encourage people to read and share the Early Journal Content openly and to tell others that this 
resource exists. People may post this content online or redistribute in any way for non-commercial 
purposes. 

Read more about Early Journal Content at http://about.jstor.org/participate-jstor/individuals/early- 
journal-content . 



JSTOR is a digital library of academic journals, books, and primary source objects. JSTOR helps people 
discover, use, and build upon a wide range of content through a powerful research and teaching 
platform, and preserves this content for future generations. JSTOR is part of ITHAKA, a not-for-profit 
organization that also includes Ithaka S+R and Portico. For more information about JSTOR, please 
contact support@jstor.org. 



THE 

QUARTERLY JOURNAL 

OF 

ECONOMICS 



FEBRUARY, 1914 



THE FEDERAL RESERVE ACT OF 1913 

SUMMARY 

I. Spirit and objects of the act, 213. — Advantages of the plan of 
regional banks, 216. — II. Organization of the system, 222. — Direc- 
tors of the Federal Reserve Banks, 224. — Federal Reserve Board, 226. 

— III. Capital, earnings, deposits of the Federal Reserve Banks, 228. 

— New reserve requirements for national banks, 231. — IV. Clearing 
House functions of the Federal Reserve Banks, 234. — V. Federal 
reserve notes, 237. — National bank notes, 241. — VI. Lending 
operations of Federal Reserve Banks, 243. — How far operations with 
general public, 245. — VII. Additional powers granted to national 
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252. 

I. The Spirit and Objects of the Act 

The primary purpose of the Federal Reserve Act of 
December 23, 1913, is to make certain that there will 
always be an available supply of money and credit in 
this country with which to meet unusual banking 
requirements. Banks of a new class, to be known as 
Federal Reserve Banks, are to be established, and upon 
these banks is to rest the heavy responsibility of sup- 
porting the structure of credit in periods of financial 
strain. The new banks are expected to keep them- 
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selves in a condition of such strength in ordinary times 
that the other banks may safely rely upon them for all 
needed cash and credit in emergencies. In the past, 
the banks in this country, when subjected to financial 
pressure, have relied mainly upon loan contraction and 
the selling of securities. In future it is expected that 
they will resort to the Federal Reserve Banks, securing 
additional funds from these by rediscounting commer- 
cial loans. If the new arrangements work well, loans 
in future will not be reduced merely for the purpose of 
strengthening the banks. Loan contraction will take 
place only when there is evidence of an over-extended 
condition of business; and even then contraction will 
be carried through gradually, so as to conserve all 
interests so far as may be possible. Under the new 
system a most important influence, if not the most 
important single influence determining the character 
of banking operations, will be just the reverse of what it 
has been in the past. 

To meet the heavy responsibilities placed upon the 
Federal Reserve Banks, two things are absolutely 
essential — good management, and ample powers and 
resources. Good management cannot be secured with 
certainty by means of legislative provisions, however 
carefully designed with that end in view. In the partic- 
ular instance of the Federal Reserve Act, an ingenious 
combination of government and banking influence in 
selecting the management is provided. Purely banking 
operations are very largely to be handled by boards of 
directors, a majority of the membership of which is to 
be chosen by banks. General supervision, and for 
some purposes control, is placed with the Federal 
Reserve Board, which is to be appointed by the Presi- 
dent of the United States, by and with the advice and 
consent of the Senate. Experience alone can deter- 
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mine the wisdom of these arrangements for securing 
effective management. 

The Federal Reserve Banks are to exercise wide 
powers, and would seem likely to have ample resources. 
The country is to be divided into not less than eight, 
nor more than twelve districts, in each of which a Fed- 
eral Reserve Bank is to be established. All national 
banks are required, and qualified state banking institu- 
tions are invited, to subscribe to the capital of the 
Reserve Bank of their district. Subscribing banks, to 
be known as member banks, are required to keep a part 
of their reserve with their Federal Reserve Bank. These 
banks will presumably receive most if not all of the 
general funds of the United States Government. They 
will provide an elastic currency, issuing notes secured 
by their commercial assets. They are also empowered 
to undertake the business of collecting and clearing 
checks throughout the entire country, thus providing 
an organization for making settlements between banks 
in different places, the lack of which has been one of the 
most serious defects in our banking system. 

Each Federal Reserve Bank will be a central bank for 
the section of the county which it is to serve. It will 
have all of the responsibilities and most of the powers 
of central banks in the various European countries; 
but largely because the system is to be superimposed 
upon a fully developed banking system, some impor- 
tant provisions of the Federal Reserve Act are unlike 
anything to be found in European legislation. The 
Federal Reserve Banks are to receive deposits from the 
government and from member banks only. Ordi- 
narily they will lend to member banks only. All 
European central banks, tho the bulk of their business 
is with banks and bankers, may deal with the general 
public and do so. The most striking divergence from 
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European example, however, is the really novel plan of a 
system of regional banks in place of a single central 
bank. But the extent of this divergence is generally 
exaggerated. Political boundaries are indeed in large 
measure economic and financial boundaries as well ; but 
central banks in the European countries do act and 
react upon each other, often working in harmony, and 
yet at times very much at cross purposes. If all Europe 
were brought under a single government, very likely the 
various existing central banks would be merged into a 
single institution. In some respects this would be 
advantageous, but it would not be absolutely necessary. 
Certainly European arrangements are not so funda- 
mentally unlike those of a system of regional banks in a 
single country of great size, as to afford ground for the 
opinion that in setting up this system foreign experience 
has been altogether disregarded. 

The various considerations which led to the adoption 
of the plan for regional banks, rather than a single 
central institution, deserve careful attention, since 
they indicate the spirit and purpose of the Federal 
Reserve Act. A single central bank was the solution 
of the banking problem reached without a dissenting 
voice by the members of the National Monetary Com- 
mission. The bill which the Commission prepared was 
a notable achievement. Pioneer work tho much of it 
necessarily was, very few defects on the technical bank- 
ing side were disclosed in the discussion which followed 
the statement of the proposed measure. Its provisions 
regarding banking operations, including relations with 
other banks, are embodied with few changes of an essen- 
tial character in the Federal Reserve Act. Most of the 
important differences between the bill and the Federal 
Reserve Act reflect differences in spirit and purpose 
rather than in methods. A central bank and also the 
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system of regional banks necessarily involve placing 
somewhere very extensive power to influence and con- 
trol credit. In the present temper of public opinion, 
the possession of great economic power is not tolerated 
in the absence of a large measure of government super- 
vision and control. But unfortunately, in framing its 
measure the Monetary Commission failed to realize the 
fundamental importance of this consideration as a 
factor in securing general public approval. In devising 
a form of organization, competent management and 
approval in banking circles were evidently the control- 
ling factors. An organization was proposed under 
which out of forty-five directors, but three were to 
represent the government, the remainder being selected 
in various ways by bankers. Support from some who 
were the most bitter opponents of the measure might 
have been secured if the bill had provided for a larger 
measure of government control; but an equal or even 
greater number of adherents would probably have been 
lost. Under the plan of the Commission and indeed 
under any central bank plan, government supervision 
and control cannot be made effective without at the 
same time placing the details of operation in charge 
of government officials. Few of the most ardent advo- 
cates of a central bank were prepared to take this 
extreme step. 

Under the plan of organization of regional banks, the 
difficulty of combining government control and private 
management vanished. Purely banking matters, such 
as the granting of loans, could be placed with boards 
entirely or mainly composed of persons selected by the 
bankers whose funds were to provide most of the neces- 
sary resources. On the other hand, supervision and 
whatever measure of control might be deemed advis- 
able, could be placed with a board mainly or entirely 
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appointed by the President of the United States. Dif- 
ferences of opinion may be entertained regarding the 
particular arrangements in the Federal Reserve Act for 
selecting the various administrative bodies, and regard- 
ing the division of power between the directorates of the 
Federal Reserve Banks and the Federal Reserve Board. 
If experience should disclose defects in this form of or- 
ganization, it is flexible enough to permit at any time an 
extension of government or of banking influence. 

Another important advantage of the regional system 
is to be noted. The operation of a central bank would 
be far more likely to give rise to sectional antagonism. 
This danger was apparently fully realized by the mem- 
bers of the National Monetary Commission, and 
elaborate arrangements for selecting the management 
were devised in order to make certain that each section 
of the country should be properly represented. But 
obviously regional banks, managed by local people, are 
very much more certain to meet this requirement. 
Apparently it was an endeavor to remove still further 
the danger of sectional dissatisfaction that led the 
Monetary Commission to make its one serious depar- 
ture from sound banking principle in framing its bill. 
A provision was inserted requiring rediscounts to be 
made at a uniform rate throughout the entire country, 
regardless of the wide differences in the demand and 
supply of capital, which occasion the existing wide 
differences in lending rates. Under the regional plan 
no such indefensible provision was found necessary. 
This important feature of the Federal Reserve Act 
outweighs such advantages in economy of resources and 
effectiveness in management as were sacrificed in sub- 
stituting for a central bank the regional banks. 

The Monetary Commission in framing its bill seems 
to have been guided by two principles generally wise 
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in legislation — the scope of the measure was limited 
to the single purpose of removing purely banking de- 
fects in our banking system, and no greater departure 
from existing arrangements was proposed than was 
essential for the purpose in hand. The Federal Reserve 
Act certainly runs counter to the first of these principles. 
Its primary purpose is similar to that of the bill of the 
Monetary Commission; but a secondary purpose 
evidently exercised a potent influence. This purpose 
was to decentralize credits by lessening the concentra- 
tion of banking funds in a few large banks in the chief 
financial centers, and especially in New York. The 
regional system itself gained much support because it 
was believed by many that it would lessen the financial 
predominance of New York City. No comprehensive 
scheme of legislation with this object in view was 
inserted in the bill ; but wherever two or more means of 
accomplishing the primary purpose of the bill were 
open, that one was evidently selected which it was 
believed might tend toward decentralization. In 
general the desire to decentralize credits explains why 
the act makes very much greater changes in existing 
arrangements than were proposed in the bill of the 
Monetary Commission. In the latter, the practice of 
depositing a part of the required reserves of the banks 
with reserve agents was left undisturbed. Under the 
terms of the Federal Reserve Act, such deposits are to 
be reduced by successive instalments, and discontinued 
entirely three years after the passage of the Act. 
From a purely banking point of view, much can be said 
for this great change; but it was certainly not abso- 
lutely necessary in order to secure the desired improve- 
ments in the working of our banking system. 

The new banking institutions for which the Federal 
Reserve Act makes provision cannot be put in success- 
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ful operation (and in this it resembles the bill of the 
Monetary Commission) unless a considerable number 
of the existing banks enter into relations with them. An 
institution might have been established with large capi- 
tal, and a monopoly of the right of note issue, authorized 
to act as government fiscal agent, and to deal with the 
general public. Such an institution would presumably 
in the course of time have become a central bank, the 
main reliance of other banks in emergencies. In order 
to avoid competition with existing banks, the act pro- 
vides that the receipt of deposits by the Federal Reserve 
Banks, and their normal lending operations shall be 
confined to those banks which subscribe to the capital 
and maintain balances with them. Obviously, then, 
if banks in large numbers do not accept the arrange- 
ment, subscribing to the capital and relying upon the 
new banks for accommodation, the system cannot be 
put into effective operation. Moreover, it is necessary 
that many banks shall enter the system at the outset. 
An attitude of hesitation would change to one of posi- 
tive distrust, if the initial response were inadequate. 

In the case of the bill of the Monetary Commission, 
reliance was placed simply upon the attractiveness of 
the measure. No bank would have suffered positive 
loss from failure to enter the system, tho certain slight 
inducements were held out to those banks which 
accepted the arrangement at the outset. Whether a 
sufficient number of banks would have entered that 
system, if it had been established, may be thought prob- 
bable but is not certain. Bankers are naturally and 
properly a conservative class and the inclination of 
many would have been to wait until the system was in 
successful operation. The attitude of bankers toward 
the Federal Reserve Act while it was passing through 
Congress was distinctly unfavorable. Most of its 
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provisions already referred to, as well as others in which 
it differed from the Monetary Commission bill, were 
disliked. It was evident that in the absence of positive 
pressure, the number of banks which would accept its 
terms would be too small to make successful operation 
possible. No attempt was made, however, to insert 
provisions which would bring pressure upon State 
banking institutions. Perhaps it would be possible, 
either under the inter-state commerce or the postal 
clause in the Constitution ; but it would have been con- 
trary to the constitutional traditions of the party in 
power, and it was not necessary. If the national banks 
very generally enter the system, the resources of the 
Federal Reserve Banks will be sufficient to test the 
effectiveness of the measure. Accordingly the Federal 
Reserve Act contains a number of provisions designed 
to bring pressure to bear upon these to enter the system 
immediately. Failure to accept the terms of the act 
within one year after its passage involves forfeiture of 
the national charter. This alone would be no great 
business sacrifice, since banking in most states is quite 
as profitable under a state as under a national charter. 
Loss of the national charter, however, involves a loss 
of the right to issue bank notes and calls for the deposit 
of lawful money in Washington equivalent to the 
amount of outstanding circulation. Most national 
bank notes are secured by two per cent government 
bonds, the price of which, in the absence of the cir- 
culation privilege, would be perhaps about two-thirds 
of the price (somewhat above par) at which they were 
purchased by the banks. No considerable number of 
national banks could refuse to enter the system without 
involving themselves in a heavy immediate loss. A 
further provision in the act puts more immediate pres- 
sure upon the national banks in "reserve cities. If 
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within sixty days after the passage of the act, a reserve 
agent bank fails to signify acceptance of its terms, it 
must cease to exercise the reserve-holding right upon 
thirty days' notice from the Federal Reserve Board. 

Many bankers bitterly condemned the compulsory 
features in the act while it was on its passage through 
Congress. This feeling was perfectly natural, but it 
was not very generally shared outside banking circles. 
Impartially considered, the act imposes no unreasonable 
burden upon those who have invested capital in national 
banks. No one fears the loss of the funds which may be 
subscribed to the capital stock of the Federal Reserve 
Banks or placed on deposit with them. If loss should 
be incurred, it would be primarily due to unsound bank- 
ing on the part of the boards of directors of the Reserve 
Banks, a majority of the membership of which is to be 
chosen by the banks themselves. Some bankers have 
doubted whether the act would prove an effective meas- 
ure of banking reform; but few if any have felt that 
results under its operation could possibly be more 
unsatisfactory than those under the present system; and 
all agree that it is a long step toward a perfected sys- 
tem. 

II. Organization 

The new system is to be organized under the super- 
vision and direction of the " Reserve Bank Organiza- 
tion Committee," consisting of the Secretary of the 
Treasury, the Secretary of Agriculture, and the Comp- 
troller of the Currency. The most important function 
of this Committee is to determine, " with due regard to 
the convenience and the customary course of business," 
the number and area of the Federal reserve districts 
into which the country is to be divided, and to designate 
the city in each district in which a Federal Reserve 
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Bank is to be established. Not less than eight, nor 
more than twelve districts are to be created. This is a 
most difficult task. However carefully the initial lines 
of demarcation may be drawn, more or less modification 
is to be expected after there has been some experience 
with the working of the system. Changes in area of 
districts, and additional districts if the Organization 
Committee designates less than twelve, may be made 
at any time in the future by the Federal Reserve Board. 
While the rivalry of cities may tempt the Committee to 
start the system with a larger number, it is to be hoped 
that it will be found feasible to begin with no more than 
eight or nine districts. The problems which will con- 
front the management of the Federal Reserve Banks are 
in many respects unlike those with which our bankers 
have had experience. A somewhat higher average of 
capacity in the management may more confidently be 
looked for if the smaller number of banks is established. 
Moreover, especially at the outset, mere size will con- 
tribute not a little to the prestige of the banks, and so 
inspire public confidence in the new system. A greater 
variety of occupations in large areas will lessen, tho not 
much, extremes of seasonal variation in demands for 
accommodation upon the Federal Reserve Banks. Then 
too, the task of the Federal Reserve Board in supervis- 
ing and coordinating the system will be materially 
simplified, if the minimum rather than the maximum 
number of federal districts is decided upon. 

Within sixty days after the passage of the act, in 
other words before February 22, 1914, national banks 
are required, and properly qualified state banks are 
invited, to signify their acceptance of the terms of the 
act. Within thirty days after the reserve districts have 
been designated, each national bank must subscribe to 
the capital of the Reserve Bank of its district an amount 
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equal to six per cent of its capital and surplus. One- 
sixth of this subscription is to be paid at the call of the 
Organization Committee, another sixth within three 
months, and still another within six months thereafter. 
The remaining half of the subscription may be called at 
any time by the Federal Reserve Board. All these pay- 
ments are to be made in gold or in gold certificates. It 
will be observed that the exact time when the system 
will be established is uncertain. The Organization 
Committee is only required to designate the reserve 
districts as soon as is practicable; thirty days is then 
allowed for the banks to subscribe; and payments will 
begin sometime thereafter at the call of the Committee. 
It would hardly seem likely that payments will begin 
to be called before April or May ; and it is hardly to be 
expected that the Federal Reserve Banks will be ready 
for business before mid-summer. 

After the minimum capital (four million dollars for 
any Federal Reserve Bank) has been subscribed, the 
certificate of organization is to be executed by any five 
member banks designated for the purpose by the Organi- 
zation Committee. The final duty of the Committee 
will be to supervise all arrangements for the elec- 
tion of the six of the nine directors of each Federal Re- 
serve Bank, who are to be chosen by the member banks. 
For electoral purposes the banks of each district are to 
be divided into three groups • — each group to " contain 
as nearly as may be one-third of the aggregate number 
of the member banks . . . and as nearly as may be 
banks of similar capitalization." While the number of 
banks in each group will be the same, the capitalization 
will be very different. All the banks with a capitaliza- 
tion above the average in a district will certainly be in 
one group ; those of somewhat less than average capital, 
in the second group ; while the third group will be com- 
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posed of banks having a very small capitalization. Under 
this ingenious arrangement, it is evident that the direct 
influence of the banks of the large cities in selecting the 
directorates of the Federal Reserve Banks is limited. 
Local alignements are also avoided. On the other hand, 
this is not a grouping to which the banks have been 
accustomed in the past, and therefore there is some 
uncertainty as to whether at the outset it will be con- 
ducive to the selection of capable directorates. 

Each group of banks is to choose two directors: a 
Class A director, who is to be an active banker repre- 
senting the stockholding banks, and a Class B director, 
who must be actively engaged in commerce, agriculture, 
or some other industrial pursuit in his district. The 
board of directors of each member bank is to elect a 
district reserve elector. Candidates for the position 
of director of a federal reserve bank may be nominated 
by any member bank ; but nomination is not necessary. 
Electors are to signify their first, second, and other 
choices for one director in each class on a preferential 
ballot. 

In addition to the six directors chosen by the banks, 
three directors (Class C) are to be appointed by the Fed- 
eral Reserve Board. Two of these must be persons of 
" tested banking experience," one to serve as chairman 
of the board of directors and district reserve agent, the 
other as deputy chairman and deputy reserve agent. 
These reserve agents are the official representatives of 
the Reserve Board, through whom it will exercise its 
powers of supervision and control over the Reserve 
Banks. The act contains no provision regarding the 
officers to whom the operation of the banks will be 
entrusted. Presumably each board of directors will 
appoint one of its members (probably one of the Class A 
directors) as president and manager. The term of 



226 QUARTERLY- JOURNAL OF ECONOMICS 

office of all directors is three years, but at the outset 
they are to be classified so that the term of one director 
of each of the three classes shall expire annually. 
The appointment of Class C directors will be the first 
duty of the Federal Reserve Board; inasmuch as the 
organization of the system can hardly be completed 
before the beginning of the summer, the appointment 
of this board could be deferred until that time. The 
selection of these directors for each of the eight or more 
Federal Reserve Banks is, however, no small task in 
itself; and since public confidence in the new system 
will largely be based at the outset upon the character 
of the Federal Reserve Board, its early selection is 
much to be desired. 

The Federal Reserve Board itself is to consist of 
seven members ; the Secretary of the Treasury and the 
Comptroller of the Currency ex officio, and five members 
appointed by the President of the United States by and 
with the consent of the Senate. Of the five appointed 
members, at least two must be persons experienced in 
banking or finance. Not more than one shall be 
appointed from any federal reserve district, and due 
regard is to be given to the different commercial, indus- 
trial and geographical divisions of the country. The 
term of office of the appointed members is ten years: 
but those first selected are to serve one for two, one for 
four years, and so on, so that the term of office of one 
member may expire every two years. 

Under this arrangement a majority of the board, in 
the absence of death and resignation, will never be 
reconstituted at any one time. Each President will 
select two of the appointed members : one in the second 
year of his term of office, and one in the fourth. The 
Secretary of the Treasury will, of course, be a new mem- 
ber appointed at the beginning of each presidential 
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term. The term of office of the Comptroller of the Cur- 
rency is for five years, so that here a variable element is 
introduced. It may happen that some Presidents will 
never appoint more than three members during their 
term of office. Generally, however, each President will 
appoint four members ; but the last appointment, giving 
a majority on the board, will not be made until his final 
year of office. Lack of continuity and the possibility of 
a political board were much greater under the provisions 
for selecting the Federal Reserve Board which were in the 
measure at various stages while it was passing through 
Congress. The arrangements finally adopted would 
seem to make it reasonably certain that the Federal 
Reserve Board will be free from both of these defects. 
Organization of the system will be complete l with the 
selection of the members of the Federal Advisory Coun- 
cil. This Council is to consist of as many members as 
there are Federal Reserve districts, the board of direc- 
tors of each Federal Reserve Bank selecting one member. 
The function and powers of the Council are purely con- 
sultative. It is to meet regularly four times each year 
at Washington, and at other times there or elsewhere 
if deemed necessary by the Council itself. It is author- 
ized to confer directly with the Federal Reserve Board, 
to call for information, and make oral or written repre- 
sentations concerning matters within the jurisdiction of 
the Federal Reserve Board. It may prove to be an 
important part of the organization, but this does not 
seem probable. With a scattered membership and 
holding regular meetings only at long intervals, it is not 
to be expected that the Council will be in close touch 
with the Federal Reserve Board, or in a position to 

1 After the Reserve Banks have been in operation long enough to be running 
smoothly, not a few branches will doubtless be organized. Branches are to have 
boards of directors, three of the members of which are to be chosen by the Federal 
Reserve Board, and four by the directory of the parent Reserve Bank. Branches are 
to be operated under rules and regulations approved by the Federal Reserve Board- 
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formulate policies and urge them effectively. From 
individual members of the Council, the Federal Reserve 
Board should secure valuable information regarding 
conditions in different parts of the country; but the 
work of the Council itself as an organized body seems 
likely to be of a formal and perfunctory nature. The 
importance of the Council would doubtless have been 
measurably increased if the proposal had been adopted 
that its chairman should sit, even tho without a vote, 
on the Federal Reserve Board. 

III. Capital, Earnings, Deposits op the 
Federal Reserve Banks 

Since the capital stock of each of the Federal Reserve 
Banks is to be exactly six per cent of the capital and 
surplus of the member banks in its district, it will 
always be subject to slight variations. If all national 
banks enter the system at the outset, the total sub- 
scribed capital of the Federal Reserve Banks will be a 
little more than one hundred million dollars. Sub- 
scriptions may perhaps fall somewhat below this 
amount, since with the exception of the reserve agent 
banks, no penalty attaches to failure to subscribe until 
twelve months after the passage of the act. Few state 
banking institutions will enter the system at the begin- 
ning. In many states legislation is necessary to permit 
them to invest in the stock of the Federal Reserve 
Banks, and to enable them to count balances with the 
Federal Reserve Banks as a part of their required 
reserves. It is to be presumed also, that such institu- 
tions, since they can enter at any time, will wait to see 
whether the system is working to the satisfaction of 
neighboring national banks. 1 

1 State banks and trust companies are eligible for membership, if they have a suffi- 
cient capital to entitle them to become national banks in the places where they are 
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There will always be wide differences between the 
capital and other resources of the various Federal 
Reserve Banks. Neither the capital nor the resources 
of existing banks can be made the basis for dividing the 
country into Federal Reserve districts. Geographical 
considerations will necessarily require the creation of a 
number of districts in sparsely settled parts of the 
country, in which banking resources are comparatively 
small. No Federal Reserve Bank may, however, be 
established until it has a subscribed capital stock of at 
least four million dollars. It would, therefore, seem 
to follow that the organization committee is precluded 
from forming any district in which six per cent of the 
capital and surplus of the national and state banks is less 
than this minimum amount. There are indeed provi- 
sions in the act designed to meet the contingency of 
failure by banks to subscribe in sufficient numbers to 
provide a minimum capital; but they would not seem 
to authorize the organization committee to create 
districts in which resort to these provisions would be 
inevitable. 1 

Whether the capital of the Federal Reserve Banks 
is large or small is a matter of no great importance. 
Subscriptions to capital provide .a comparatively small 
part of the resources of banks. The capital is an indi- 
cation that those conducting a bank have something at 
stake, and is also a margin of safety against loss to 
depositors. These Federal Reserve Banks are, however, 
to accept deposits from banks only, and are ordinarily 
to confine their dealings to the banks. In these 

situated. On becoming member banks, they must comply with the provisions of the 
national banking law regarding reserves, examinations (tho state examinations may be 
accepted), and various other general provisions of the national banking law. 

1 In case subscriptions by the banks of a district are inadequate, stock is to be offered 
to the general public; and if the response of the public is inadequate, the stock is to be 
taken by the government of the United States. Neither privately owned nor govern- 
ment stock is entitled to voting power. 



230 QUARTERLY JOURNAL OF ECONOMICS 

circumstances, there is practically no difference between 
the funds which the Federal Reserve Banks will secure 
from member banks in payment of subscriptions to 
capital stock, and the funds which will be deposited 
with them by member banks. The depositors are the 
stockholders and, therefore, there is no separate interest 
to be protected by a margin of safety. 

Shareholders in the Reserve Banks are entitled to 
a cumulative dividend of six per cent. A limited divi- 
dend is obviously wise, since it tends to eliminate the 
profit-making motive in the management. Whether 
all the Federal Reserve Banks will regularly earn the 
six per cent dividend is, of course, not certain; but it 
seems highly probable, since the danger of serious losses 
is remote, and interest will presumably not be paid to 
the member banks on their balances. All earnings in 
excess of the dividend are to be paid to the government 
of the United States as a franchise tax ; but half of these 
surplus earnings are to be paid into a surplus fund until 
it has become forty per cent of the capital stock. What- 
ever is received by the government from the Federal 
Reserve Banks is to be used at the discretion of the 
Secretary of the Treasury, either to increase the gold 
reserve against United States notes or for the reduction 
of the interest-bearing debt. 

The Federal Reserve Banks will doubtless secure 
very large resources through the deposit with them of 
the moneys held in the general fund of the Treasury of 
the United States, altho no power over the disposition 
which shall be made of these funds is granted either to 
the Federal Reserve Banks or to the Federal Reserve 
Board. Entire discretion remains with the Secretary 
of the Treasury. He may continue the independent 
treasury system without change; he may continue to 
deposit funds with member banks, just as hitherto he 
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has placed deposits with national banks ; and finally he 
may deposit with any or all of the Federal Reserve 
Banks, using them as government fiscal agencies. The 
responsibility of the Secretary of the Treasury is in no 
way changed. Almost certainly in practice, however, 
the bulk of the free funds of the government will be 
placed with the Federal Reserve Banks, and doubtless 
the opinion of the Federal Reserve Board will deter- 
mine the distribution of these funds between the vari- 
ous banks. 

The lion's share of the cash resources of the Federal 
Reserve Banks will come from the reserves and work- 
ing balances deposited with them by member banks. 
Under the terms of the act, part of the required reserves 
of member banks must be placed with Federal Reserve 
Banks. This is a novelty in central banking legislation, 
but is based upon sound principle, and is especialty to be 
commended for this country where, on account of the 
absence of branch banking, the number of banks to be 
served by the regional banks will be very great. It 
makes certain some increase in the resources of the 
Federal Reserve Banks, along with the expansion of 
the credit liabilities of the member banks. It also 
lessens somewhat the danger of unnecessary with- 
drawals of funds from the Reserve Banks in emergencies. 

Reserve requirements of the national banking law 
are radically changed. In addition to the requirement 
that a part of the reserve of the banks be kept with the 
Federal Reserve Banks, the reserve ratio is reduced for 
all classes of banks; the practice of keeping a part of 
the reserve of country and reserve city banks with 
reserve agents is to be discontinued; and a distinction 
for reserve purposes is made between time and demand 
deposits. Some of these changes become effective as 
soon as the new system is established; others are to be 
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made in a succession of steps and completed three 
years after the passage of the act. 

Time deposits are to comprise deposits payable after 
thirty days, and are to include certificates of deposit 
and savings accounts subject to thirty days' notice. 
A reserve of five per cent is required against these 
deposits, and no distinction is made between country 
and city banks. This low reserve requirement will 
certainly lead the banks to encourage the conversion 
of demand obligations into time obligations. A rela- 
tively large part of the deposits of banks in most 
European countries is payable at notice. It is ob- 
viously an arrangement which shields the banks some- 
what from the effects of sudden waves of distrust. 

Against demand deposits the ratio of reserves is also 
to be reduced at once ; but the existing classification of 
banks is to be retained. The required ratio for country 
banks is reduced from fifteen to twelve per cent, for 
reserve city banks, from twenty-five to fifteen per cent, 
and for central reserve city banks from twenty-five to 
eighteen per cent. A provision in the bill excluding 
from reserves the five per cent fund held in Washington 
against outstanding circulation is a slight offset to this 
reduction in reserve ratios. 

As regards the banks in central reserve cities, the 
initial arrangement regarding the disposition to be made 
of their reserve is also the final arrangement. They 
must hold 6/18 of their reserve in vault, 7/18 in their 
Federal Reserve Bank, and the remaining 5/18 either 
in vault or with their Federal Reserve Bank. Other 
banks are allowed a period of transition. Reserve city 
banks for three years must hold 6/15 of their reserve in 
vault, thereafter 5/15; for twelve months they must 
keep with their Federal Reserve Bank 3/15, adding an 
additional 1/15 every six months; so that at the end of 
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two years they will have a deposit of 6/15. During the 
three year period the remainder of the reserve may be 
deposited with reserve agent banks in a central reserve 
city, or by what would seem to be an inadvertent ex- 
tension of existing practice with those in reserve cities ; 
but thereafter it must be either in vault or with a Fed- 
eral Reserve Bank. Country banks must hold in vault 
5/12 of their reserve for three years, thereafter 4/12; 
for twelve months must deposit with their Federal 
Reserve Bank 2/12, and an additional 1/12 every six 
months until 5/12 are deposited at the end of two years. 
The remainder of the reserve may be kept for three 
years with reserve agent banks, but at the end of that 
period must be either in vault or in a Federal Reserve 
Bank. 

Whether these changes in reserves, together with 
payments by the banks of subscriptions to the capital 
stock of the Reserve Banks, will make necessary any 
considerable amount of loan contraction, cannot be 
precisely determined. If numbers of state banking 
institutions enter the system at the beginning, some 
strain may be occasioned, since, altho these require- 
ments are less than those to which the national banks 
have been subject, they exceed those imposed upon 
banks by the law of many of the states. In order to 
enable the banks to avoid contraction, the act contains 
a provision under which one-half of each instalment of 
reserve to be placed in reserve banks may be received 
in the form of the kinds of commercial bills of exchange 
which the reserve banks may purchase in the open 
market. It is, however, most unlikely that the banks 
will be able to make much use of this arrangement, 
because of the scanty amount of such paper available. 1 

1 See p. 247 below. 
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IV. Clearing Functions of the Federal 
Reserve Banks 

It is highly probable that deposits with the Federal 
Reserve Banks will considerably exceed the amount of 
reserves which member banks must place with them. 
Each Reserve Bank is required to receive at par from 
member banks checks and drafts drawn on any other 
member bank in its own district. The Reserve Banks 
are almost certain to become the regular channel 
through which the banks in any district will collect 
checks drawn on member banks situated in other places 
within the same district. 1 The Reserve Banks will 
presumably organize arrangements similar to those 
which a few clearing houses, notably those in Boston 
and in Kansas City, have devised for handling country 
checks. Much time, very likely years, will be required 
to work out the details of this system of collections in 
all of the Federal districts. Many branches will be 
needed, especially in the districts of large area. Much 
persuasion and perhaps some pressure will be necessary 
to induce the banks everywhere to give up present 
methods of conducting this business. In one respect, 
the system will be a vast improvement over even the 
best of the arrangements which have been set up by 
clearing houses : settlements between the banks will be 
made by transfers on the books of the Federal Reserve 
Banks, greatly economizing the use of cash. The 
banks will certainly find that deposit credits rather 
than money or notes will be serviceable for most of the 

1 After the city banks lose the reserve balances of country banks, it is doubtful 
whether they can with profit to themselves continue present collection arrangements. 
The collection of time items, and demand items on banks which do not enter the system, 
will require the continuance of many correspondent relationships between banks. 
Possibly more of this business may be conducted on a commission basis in future. 



THE FEDERAL RESERVE ACT OF 191S 235 

requirements which will cause them to resort to the 
Reserve Banks for accommodation. 

Similar arrangements may be made through the 
Federal Reserve Banks for collecting checks drawn 
on a member bank in one district and deposited with 
a member bank in another district, but the act does not 
seem to make this obligatory. A Reserve Bank must 
receive at par checks and drafts drawn on member 
banks in its own district if they are deposited with it by 
other Reserve Banks; but the Reserve Banks are not 
required to perform this service for member banks. 
This is a matter which is left to the discretion of the 
Federal Reserve Board, which is also empowered to 
clear balances for or to delegate this function to the 
Reserve Banks. The charges which may be imposed by 
the Reserve Banks in connection with the transfer of 
funds and for collections are also to be determined by the 
Federal Board. Presumably it will be many years 
before the Reserve Banks will be in a position to under- 
take the gigantic task of collecting all checks wherever 
deposited throughout the entire country. 

A far-reaching change in the methods of making 
payments between different parts of the country is 
certain to be made almost as soon as the new system is 
established. Checks and drafts drawn by member 
banks on their own Reserve Bank must be received at 
par by all other Reserve Banks. Consequently every 
city in which there is a Reserve Bank will become a par 
point for the entire country. In the past, New York 
exchange has been superior to exchange on any other 
city as a medium for making remittances between 
different parts of the country. In future exchange on 
any city which has a Reserve Bank and doubtless also 
on those having a branch of a Reserve Bank will be 
equally good. Some of the probable consequences of 
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this important change may be indicated. Loans by 
banks in one section to firms or banks in other sections 
of the country will be greatly facilitated. A slight 
advance in the rate of discount by one Reserve Bank 
above that of another may be expected to relieve it 
from strain, because funds of outside banks will readily 
flow into its territory. The practice of making com- 
mercial paper payable in New York will lose some of 
its present advantages; consequently, the direct strain 
on New York will be less considerable than it has been 
in the past. Finally, it will make comparatively little 
difference to any member bank whether it belongs to a 
district containing the cities to which the business of its 
depositors makes constant remittances necessary. 

Each of these various clearing arrangements to be 
undertaken by the Reserve Banks will obviously make 
necessary the maintenance of free working balances by 
member banks with their Reserve Banks. Reserve 
balances may indeed be used. Quite properly the act 
contains a specific provision authorizing the use of 
reserve balances; but doubtless only their exceptional 
use will be allowed. For exchange purposes in the past, 
banks have been obliged to maintain large free balances 
scattered about among banks in many different places. 
By concentrating much of this business with the Reserve 
Banks, the average amount of free balances which the 
banks will require will be materially reduced. Herein, 
quite as much as in lower reserve requirements, the 
banks will find that the new legislation makes possible a 
more economical use of their resources. 
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V. Federal Reserve Notes and National 
Bank Notes 

The power to issue notes is a useful but not indis- 
pensable resource for institutions having the respon- 
sibilities which are placed upon the Federal Reserve 
Banks. The issue of notes by a central bank enables it 
to supply domestic requirements for currency without 
reducing its holdings of reserve money. In the absence 
of the right of issue, it would only be necessary to accu- 
mulate in ordinary times a somewhat greater amount of 
reserve money, to provide for seasonal and emergency 
needs. General public confidence in the Federal Re- 
serve Banks would, however, be far less secure if they 
were not empowered to issue notes. This is because of 
the exaggerated importance almost universally attached 
to the right of note issue, even in countries in which the 
check has become a universal medium of payment. 

The particular provisions in the act regarding the 
issue of notes are extremely complicated, and are in 
some respects quite without precedent. The notes 
for which provision was made in the bill of the Mone- 
tary Commission were to be bank notes pure and 
simple, subject to a variety of restrictions designed to 
keep the total amount issued within safe limits. The 
notes which are to be issued under the provisions of the 
act are certainly quite as well safeguarded in this respect. 
In addition, the notes are made obligations of the gov- 
ernment of the United States, which also undertakes 
to redeem them at Washington. The obligation of 
the government is in addition to and does not take the 
place of any banking safeguard. It is designed to 
meet the desires of the very large number of people 
throughout the country who believe that the issue of 



238 QUARTERLY JOURNAL OF ECONOMICS 

money is a government function. To many bankers 
and others familiar with our past financial history, 
this provision in the bill was most distasteful. Their 
opposition, tho natural, was, however, neither very 
practical nor reasonable. It was based very largely 
upon the fear that the government obligation on the 
notes would prove an entering wedge for an issue of fiat 
money at some future time. But paper money cannot 
be issued under the terms of the act for the purpose of 
meeting government expenditures. Additional legisla- 
tion would be necessary, and the possibility of such 
legislation is not appreciably increased by making the 
notes which are to be issued by the Reserve Banks an 
obligation of the government. On the other hand, 
this provision won many friends for this important 
piece of banking legislation; it allayed opposition 
which would always have been a serious menace to the 
permanence of the new system. 

The quantity of the new notes which may be issued 
is wholly within the control of the Federal Reserve 
Board ; but the initiative in taking out circulation rests 
entirely with the boards of directors of the Reserve 
Banks. Applications for notes may be made at any 
time by a Reserve Bank to its district reserve agent, 
the member of its board of directors who is the medium 
of communication between the bank and the Board. 
Rediscounted commercial loans equal in amount to 
the notes applied for must be deposited with the agent, 
and a reserve in gold of forty per cent must be main- 
tained. (A reserve of thirty-five per cent in gold or 
lawful money is required against deposits.) The 
Board may grant in whole or in part, or reject entirely, 
applications for notes, and may also impose such inter- 
est charge upon the notes as it may deem advisable. 
The notes are to be a prior lien on the assets of the issu- 
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ing banks, and there is, therefore, no possibility of loss 
to note holders, nor any to the government on account 
of the obligation which it assumes. 

Such part of the forty per cent gold reserve against 
the notes as may be deemed advisable by the Secretary 
of the Treasury, but in no case less than five per cent, 
must be deposited in the Treasury of the United States 
for the redemption of the notes in Washington. Each 
Reserve Bank is required to redeem not only its own 
notes but also those of the other Reserve Banks either 
in gold or in lawful money; redemption in Washington 
is in gold alone. In practice it is certain that Reserve 
Banks will redeem the notes in gold over the counter; 
and it is also certain that slight use will be made of the 
redemption machinery at Washington. Member banks 
will certainly deposit the notes with their own Reserve 
Banks, which are required to accept the notes of other 
banks at par. The Reserve Banks, in turn, are required 
under the law to return for redemption the notes issued 
by other Reserve Banks. Redemption at Washington 
has apparently been provided because national bank 
notes are redeemed there in large volume every year; a 
result of the circumstance that the present number of 
issuing banks is so large as to make counter redemption 
much more costly. 

Various provisions in the act are evidently designed 
to keep the issue of notes within safe limits; but not 
much reliance should be placed upon them. Reserve 
Banks may not, under penalty of a prohibitive tax of 
ten per cent, pay out the notes of other Reserve Banks. 
If these banks, like the Scotch banks, were working in 
the same territory, regular redemption would check 
over-issue on the part of any one of them. But under 
a system of regional banks, each with its own territory, 
there will be only a very irregular relation between the 
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amount of notes put out by any one and the amount 
which will be received by the others. Moreover, it 
should be borne in mind that regular redemption is no 
check whatever upon general expansion, either in the 
form of notes or of deposits, when all banks are expand- 
ing credit at the same time. 

Not much effect also in checking over-issue is to be 
looked for from those provisions in the act which 
require a forty per cent reserve in gold and impose a 
graduated tax upon reserve deficiencies. A consider- 
able part of the total reserves of the Reserve Banks is 
certain to be in gold; and deposit liabilities are certain 
to be vastly greater than those for notes in circulation. 
The circumstances are hardly conceivable in which a 
Reserve Bank would not have an amount of gold in its 
entire reserve ample to provide a gold reserve for such 
notes as it might issue. The special tax on note re- 
serve deficiency can therefore be readily evaded by 
shifting the deficiency to the reserve against deposits. 
Deficient reserves are only allowed when reserve require- 
ments are suspended by the Federal Reserve Board. 
The Board is to impose a graduated tax on all deficien- 
cies except in the note reserve. On note reserve de- 
ficiencies, the tax imposed in the law is to be added 
to the rate of discount of the reserve banks. The 
arrangement would seem to be a most unworkable one, 
since there is no means of knowing to what extent a 
borrowing bank will have occasion to use the proceeds 
of its loan in the form of notes. Fortunately this pro- 
vision of the act is never likely to become operative. 

After all, for proper use of the right of issue under the 
act the main reliance must and should be on wise and 
experienced management for the Reserve Banks, and 
above all on a conservative Federal Reserve Board. 
Restrictions which would make over-issue impossible 
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would also deprive the right of issue of all usefulness as 
a means of extending credit. Moreover, the danger 
of the over-expansion of credit in the form of deposits 
is vastly greater than it is in the form of bank notes in 
any country in which deposit credits have become the 
more important credit medium. 

One of the most perplexing questions that presented 
itself in framing the act was the disposition to be made 
of the national bank notes and the two per cent govern- 
ment bonds which secure very nearly all of them. 
When the measure reached the Senate, it contained 
provisions which contemplated the gradual substitution 
of Federal Reserve notes for the national bank notes. 
But when it was pointed out that this would require 
the Reserve Banks regularly to rediscount at least 
seven hundred million dollars of commercial paper, in 
order to support the existing volume of currency, it was 
felt that some other arrangement must be made. A 
plan to unify all the varieties of paper money now in 
circulation, with the exception of the silver certificate, 
by the issue of an equal amount of United States notes, 
backed by an ample gold reserve, found influential 
support; but it was wisely decided to present this in a 
separate measure. The particular provisions regard- 
ing the national bank notes and the bonds contained in 
the act should be regarded, therefore, as a temporary 
arrangement pending future legislation. 

In order to avoid the contraction of the currency 
which would follow the refusal of many national banks 
to enter the system, each Reserve Bank is authorized 
to purchase bonds and take out circulation similar in all 
respects to the notes issued by the national banks. After 
the end of a period of two years, additional bonds may 
be purchased, but only from member banks, and at the 
discretion of the Federal Reserve Board. Member 
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banks desiring to retire circulation and dispose of their 
bonds, may make application to the Board, which may 
require the Reserve Banks to purchase them. No 
more than twenty-five million dollars of bonds may be 
purchased in any one year, and the amount purchased 
is to be distributed among the various Reserve Banks 
in proportion to their capital stock. Bonds thus pur- 
chased may be used as a basis for additional national 
bank notes by the Reserve Banks, or they may be con- 
verted into three per cent government obligations, — 
one-half into thirty-year three per cent bonds, and one- 
half into one-year three per cent notes both issues 
without the circulation privilege. In taking the one- 
year notes, a Reserve Bank enters into an obligation to 
purchase an equal amount at each successive maturity 
for thirty years. The purpose of the notes is to pro- 
vide the Reserve Banks with a readily marketable 
asset, the sale of which abroad may prove serviceable 
in periods of strain, and the domestic sale of which will 
enable the Reserve Banks to make their discount rates 
effective in the money market. Government short- 
term obligations are used for these purposes by many 
of the European central banks. 

The existing volume of national bank notes will not 
be reduced under the terms of the act, except in so far 
as the Reserve Banks convert two per cent bonds into 
three per cent bonds or notes. There may even be 
some slight increase in the total of national bank notes 
in circulation, since banks may use for this purpose the 
small quantity of bonds not already absorbed in this 
way. Little concern, however, need be felt because 
the national bank notes are not to be retired. Present 
requirements for money to be used outside the banks 
are sufficient to absorb all the notes at present; and 
with the growth in population a somewhat greater 
quantity could be absorbed in future. 
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VI. Lending Operations of the Federal 
Reserve Banks 

The normal lending operations of the Federal Reserve 
Banks are limited to the rediscounting for member 
banks of commercial loans maturing within ninety 
days. Commercial loans are generally defined in the 
act as " notes, drafts and bills of exchange arising 
out of actual commercial transactions; that is, notes, 
drafts and bills of exchange issued or drawn for agri- 
cultural, industrial or commercial purposes, or the 
proceeds of which have been used or are to be used 
for such purposes." The Federal Reserve Board is 
authorized to define more precisely the nature and 
character of eligible paper. To make assurance doubly 
sure, the rediscount of loans secured by stocks and 
bonds is specifically prohibited. The act also pro- 
vides that six months' maturities of paper drawn and 
used for agricultural purposes or based on live stock 
may be rediscounted. 

In confining rediscounts to commercial loans, the 
act is more stringent than that governing the operations 
of central banks in Europe. In practice, however, the 
bulk of the loans of these institutions are in connection 
with commercial transactions. While this restriction 
may in some particular emergency hamper the Reserve 
Banks in giving assistance to some threatened bank, 
it is upon the whole amply justifiable. Under our 
banking system in the past the collateral loan has 
enjoyed a prestige which it is hoped will be transferred 
to commercial loans. Exclusion of collateral loans 
from rediscount will certainly contribute much to bring 
this about. The restriction also gives the public greater 
confidence that the resources of the Reserve Banks will 
be generally available throughout the entire country. 
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One of the reasons which has been advanced for con- 
fining rediscounts to commercial loans is based upon 
certain misconceptions of the true nature of commer- 
cial paper, — misconceptions which, if adopted by the 
management of the Reserve Banks in formulating their 
policy, may have disastrous consequences. It has been 
contended on all sides during the last few years that 
commercial paper was from its very nature liquid ; and 
further, that credit could therefore safely be granted to 
an extent limited only by the amount of such paper. 
Both of these contentions are hopelessly fallacious. 
In an emergency, no kind of loan is liquid to any con- 
siderable extent. Business cannot suddenly be de- 
prived of the amount of credit to which it has become 
adjusted. It is, indeed, often said that loans based 
upon any commodity entering into general consump- 
tion can be quickly liquidated. This can be done as 
regards any particular loan; but supplies for the imme- 
diate and distant future must be in process of production 
and they will require a new batch of loans. The view 
that credit can be safely granted to the full extent of 
merchandise in process of distribution and even in 
process of manufacture, is equally fallacious. Credit 
affects price. Liberal discounts may cause speculative 
advances in commodity prices, stimulating excessive 
prices by wholesalers, jobbers, and retailers, as well as 
by speculative holders pure and simple. There is no 
mechanical or statistical test for the amount of credit 
which may be safely granted, whether the loans be 
commercial or collateral. Over-expansion is possible 
by both operations. 

Commercial loans will become the most liquid asset 
that member banks can hold, simply because they can 
be rediscounted with the Reserve Banks. A smaller 
amount of bank funds will be employed in the call loan 
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market. But whatever amount remains available for 
that use will be subject to far less seasonal fluctuation 
both in volume and in rates. The retention of fixed 
reserve ratios, even tho they may be suspended by the 
Federal Reserve Board, will probably lead many city 
banks to use the call loan market to a moderate extent, 
since it will enable them to avoid the necessity of resort- 
ing to the Reserve Banks for rediscounts whenever 
reserves momentarily drop below legal requirements. 
A somewhat larger proportion of time loans will doubt- 
less be used in connection with stock exchange dealings ; 
but the available supply of call money will presumably 
be sufficient to permit the continuance of the present 
American practice of daily delivery of securities. 

At the outset, on account of the widespread prejudice 
among bankers against rediscounting, the demand for 
accommodation from the Reserve Banks may not be 
large; but this prejudice will surely die away in time, 
and most if not all of the Reserve Banks will suffer 
from no lack of regular business, except in periods of 
business depression. Member banks in those parts of 
the country in which the supply of credit is inadequate 
for local requirements will lend more closely, while 
banks which regularly have more funds than can be 
thus employed will purchase more commercial paper 
from note brokers and perhaps rediscount for banks 
in those parts of the country in which rates are normally 
high. 

Aside from the government account, member banks 
are to provide the funds for the reserve banking 
system. Competition with member banks would 
therefore and justly occasion serious dissatisfaction. 
Managed by boards of directors a majority of the 
membership of which is to be selected by the mem- 
ber banks, there would seem to be little danger of 
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serious competition from the Reserve Banks. Never- 
theless the act places such restrictions upon dealings 
by the Reserve Banks with the general public that 
little or no competition will be possible. 

The Reserve Banks are permitted to engage in three 
kinds of open market operations : (1) dealings in Govern- 
ment securities, and also in obligations of the states and 
local bodies, maturing within six months and issued in 
anticipation of taxes; (2) dealings in foreign exchange; 
and (3) dealings in domestic bills of exchange. 

The purchase and sale of government bonds and 
notes and state and local short-term obligations 
require no detailed consideration. In periods of 
inactive demand for rediscounts, investments of this 
kind will doubtless be made by the Reserve Banks in 
order to employ surplus funds. 

The right to engage in foreign exchange dealings will 
also be similarly useful, surplus funds being invested in 
foreign bills. Moreover, if any of the Reserve Banks 
find that their resources are regularly in excess of 
domestic requirements, they may be used to facilitate 
the financing of the foreign trade of the country with 
domestic capital. It is also very generally believed that 
the power to engage in foreign exchange operations 
may be so used that it will be possible to rely upon 
securing abundant foreign funds in periods of financial 
strain. This is most unlikely. It is entirely possible 
for a small country to rely upon holdings of foreign 
bills as a means of influencing the foreign exchanges, 
and even for such supplies of gold as may be needed 
on occasions when confidence is threatened. But the 
banks of a large country must rely mainly upon do- 
mestic resources, since the amount of cash and credit 
needed in an emergency is too great to be secured 
from foreign money markets. It should be the policy 
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of the Reserve Banks to maintain themselves in a 
condition of such abundant strength as to be wholly 
independent of foreign assistance. Moreover if they 
maintain strong reserves in ordinary times, they will 
not be disturbed on account of gold exports. Gold 
exports amounting to fifty, or even a hundred million 
dollars should not be made the occasion for obstruc- 
tive measures such as are adopted by many of the 
European central banks. Measures of this kind are 
generally an indication that the credit structure rests 
upon an inadequate foundation. New York has been 
a free gold market in the past, and even under our 
imperfect banking system, there has always been a 
sufficient amount of gold for every banking purpose. 
Moreover, restrictions placed upon gold movements 
can have but temporary effects; in the long run the 
distribution of gold among the various commercial 
countries is determined by fundamental influences 
which override all such artificial barriers. 

The act permits only one kind of banking business 
between Reserve Banks and the general public. They 
are allowed to buy and sell to or from individuals, 
firms, and corporations, as well as domestic and foreign 
banks, bills of exchange of the kinds which are made 
eligible for rediscount. The purpose of this provision 
in the act is to enable the Reserve Banks to secure 
some employment for their funds when the demand for 
rediscounts slackens, and to develop a broad discount 
market. A broad discount market may be developed 
under the new banking arrangements; but the predic- 
tion is ventured that this provision in the act will not 
contribute to its development and that in general it 
will be barren of results. It should be observed that 
the promissory note, the usual borrowing instrument 
in this country, altho it may be used for rediscounting 
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purposes, cannot be bought and sold in the open market 
by the Reserve Banks. Aside from foreign trade, the 
mercantile bill of exchange, payable at a future date, 
has largely fallen into disuse in most advanced com- 
mercial countries. More and more cash payments are 
either insisted upon, or are favored by the offer of trade 
discounts for cash considerably greater than bank 
discounts. When a purchaser pays cash, obviously a 
mercantile time bill of exchange cannot come into 
existence. In European countries, many purchasers 
who pay at once often draw a bill of exchange on their 
own bank and, after it has been accepted, discount it in 
the open market. In this country banks are to be 
allowed under the act to accept only bills drawn in 
connection with merchandise exports and imports. 
Material will, therefore, be lacking for a broad discount 
market, if its development is dependent upon open mar- 
ket operations by the Reserve Banks. 

Fortunately the development of a broad discount 
market does not require open market operations on 
their part. A broad discount market is one to which 
many borrowers resort with full assurance that they 
will find many lenders. Even under past banking 
arrangements, many borrowers and lenders have been 
brought together through note brokers; but owing to 
the lack of an available supply of cash and credit with 
which to meet emergencies, this market has been sub- 
ject to violent perturbations, and at times dealings 
have been almost entirely discontinued. In the future 
a solvent borrower will feel more certain that his 
paper can always be marketed by his note broker; and 
banks will purchase more largely, since they will prefer 
to use such paper for rediscounting purposes rather 
than that of their own regular customers. 
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VII. Additional Powers of National Banks 

Nearly half of the national banks have established 
savings departments and now hold more than eight 
hundred millions of savings deposits. This has been 
a recent development, and one for which there was no 
specific authority in the national banking law; but 
under the liberal interpretation of that law by the 
Comptroller of the Currency in recent years, it has been 
permitted because it was not forbidden. Many have 
doubted, however, whether the banks could enforce the 
thirty and sixty days' notice of the withdrawal of 
deposits which, following the practice of regular savings 
banks, appeared on the pass-books issued to depositors. 
This uncertainty has been removed by implication by 
the new act, which includes in its definition of time 
deposits, savings accounts subject to at least thirty 
days' notice. It is of course a great advantage to the 
national banks, that in the employment of these deposits 
they are subject to much less restriction than is imposed 
upon savings banks in many of the states. 

Subject to the permission of the Federal Reserve 
Board, and when not in contravention of state laws, 
national banks may act as trustees, executors, adminis- 
trators, and registrars of stocks and bonds. Many 
banks will find this a useful extension of their powers. 
If trust companies may properly engage in banking, 
there can be no good reason why banks should not 
undertake trust functions. The department store 
principle in banking has made rapid headway in most 
countries in recent years. Under proper supervision 
every kind of reasonable and safe financial business can 
be handled by a single institution safely and in a way 
which is convenient for the business community. In 
some states legislation may be necessary to permit 
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national banks to undertake trust functions. In 
Massachusetts, it seems to be the opinion among 
lawyers that no legislation is required. 

Inability to lend on mortgage security has been the 
most serious disadvantage experienced by country 
national banks in competition with state institutions. 
Land has been by far the best local security avail- 
able over large parts of the country. Rural bankers 
have, in fact, taken it into account in making loans 
and by various devices have succeeded in making it 
the security for many of the loans which they have 
granted. Under the Federal Reserve Act all banks, 
except those in central reserve cities, may lend for 
periods not exceeding five years twenty-five per cent 
of their capital and surplus, or one-third of their time 
deposits, on the security of unencumbered and im- 
proved farm land to fifty per cent of its market value. 

Two changes are made in the law for the purpose of 
facilitating financial business with foreign countries. 
National banks having a capital of at least one million 
dollars may establish foreign branches, subject to the 
approval of the Federal Reserve Board, and to such 
regulations as it may formulate for conducting this 
business. Banks may also accept bills of exchange 
maturing within six months drawn in connection with 
exports and imports of merchandise. These are 
desirable changes in the law. It is not, however, prob- 
able that many foreign branches will be established 
in the near future, and it is most unlikely that the 
American acceptance will make rapid headway in 
foreign markets. 

The scope of the following provision in the act is 
uncertain. " Other than the usual salary or director's 
fee paid to any officer, director, or employee of a member 
bank, and other than a reasonable fee paid by said 
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bank to such officer, director, or employee for services 
rendered to such bank, no officer, director, employee, 
or attorney of a member bank shall be a beneficiary of, 
or receive, directly or indirectly, any fee, commission, 
gift, or other consideration for or in connection with 
any transaction or business of the bank." This pro- 
hibition obviously covers payments to bank directors 
and officers in return for aid in securing accommodation 
from the banks. It may be held that all purchases by a 
bank of commercial paper from a firm of note brokers, 
or of securities from a banking house, are forbidden if 
any of the partners of such firms are on its board of 
directors. In this event, a few banks would lose 
valuable directors; but the question of the wisdom of 
such exclusion is too complex to be given consideration 
in this paper. 1 

VIII. Supervisory Functions of the Federal 
Reserve Board 

A variety of functions of a supervisory or adminis- 
trative nature are to be exercised by the Federal Reserve 
Board. It is to formulate detailed regulations regard- 
ing various matters concerning which only general 
provisions are contained in the act. Among important 
matters regarding which the Board is to formulate 
regulations may be mentioned: rules for conducting 
branch offices; the regulation of state banks which 
become member banks; rules defining precisely com- 
mercial loans eligible for rediscount; and the regula- 
tions for the operation of foreign branches. The board 

1 The inability of the Pujo money trust committee to secure desired information 
from the banks evidently occasioned the following clause: " No bank shall be subject 
to any visitatorial powers other than such as are authorized by law, or vested in the 
courts of justice, or such as shall be or shall have been exercised or directed by Congress, 
or by either House thereof, or by any committee of Congress of either House duly 
authorized." 



252 QUARTERLY JOURNAL OF ECONOMICS 

is to exercise many supervisory functions over the 
Reserve Banks which are similar to those which have 
long been exercised by the Comptroller of the Currency 
over the national banks. Examination of the Reserve 
Banks is under its direction. There must be one exam- 
ination each year, and additional examinations must be 
ordered upon the application of ten member banks. 1 
The Board is also to publish once each week, a state- 
ment showing the condition of each Reserve Bank, and 
a consolidated statement for all these institutions. It is 
also given a number of important powers to be exer- 
cised at its discretion. It may suspend reserve require- 
ments for a period of thirty days, and renew such 
suspension for successive fifteen day periods. For 
violations of law, it may suspend the operation of 
a Reserve Bank, and administer or liquidate it. The 
Board may also reclassify cities as reserve or central 
reserve cities, or terminate their designation as such. 

The method of banking reform which has now been 
adopted, necessarily involves placing somewhere enor- 
mous power to expand credit. This power cannot be 
surrounded by sufficient safeguards to prevent all 
possibility of its misuse, because in so doing, its wise 
use would be quite as seriously interfered with. Com- 
petent management is therefore absolutely essential if 
satisfactory results are to follow the passage of the 
Federal Reserve Act. In the operation of the new 
system, the boards of directors of the Reserve Banks 
may prove the most important part of the organization ; 
or that place may be occupied by the Federal Reserve 
Board. The boards of directors will exercise all the 
ordinary powers of such boards, except in so far as 

1 The law regarding the examination of national banks is recast. The only impor- 
tant changes are that hereafter all examiners are to be paid salaries, and that the Federal 
Reserve Banks are empowered to conduct special examinations of member banks. 
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they are subject to control by the Board. All the loans 
of the Reserve Banks are to be made by the boards of 
those banks. In this matter, the Board has no power 
whatever, except that it may require, on the affirmative 
vote of five members, one Reserve Bank to rediscount 
paper for others. Here is a power that seems to be 
designed merely to prevent any working at cross pur- 
poses among the Reserve Banks. Few or no occasions 
for its use will present themselves if all the Reserve 
Banks are well managed by their own boards. All 
rates of discount are to be fixed in the first instance by 
the boards, subject to review and determination by the 
Federal Board. Here again the decision of the Reserve 
Bank boards is altogether unlikely to be overruled if 
these banks are skilfully managed. 

The power of the Federal Reserve Board to restrain 
the Reserve Banks is vastly greater than its power to 
force them to take positive action which might lead 
to the inflation of credit. This was clearly the purpose 
in view in giving the Board the more important of its 
many powers. It may, for example, reject applications 
of Reserve Banks for notes, but this will not endanger 
assets, it will simply lessen power to expand operations. 
Its power over the discount rates of Reserve Banks 
will obviously be more effective when used to advance 
rates which it deems too low than it will be if used to 
enforce a rate lower than the management approves. 
The directors of the Reserve Bank would still deter- 
mine the amount of accommodation which it might 
safely grant to member banks at the enforced low rate. 
Officers and directors of Reserve Banks may be removed 
at any time by the Federal Board, which is merely 
required to communicate its reasons for removal in 
writing; but the right of member banks to choose 
successors will still remain. 
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While it is impossible to make any prediction as to 
the relative place which the Reserve Bank directors 
and the Federal Board will hold, it is evident that, in 
the absence of harmonious cooperation, the system 
will not work smoothly, even if it can be made to work 
at all. If all the Reserve Banks and the Federal 
Board adopt a wise and conservative policy, the 
system will surely work well. If the Reserve Banks 
alone are conservative, the system may work well but 
with much friction. If the Federal Board alone is 
conservative, it may force good results from the sys- 
tem. On the other hand, if some of the Reserve 
Banks and the Federal Board are reckless, the system 
will probably break down; and if all the Reserve Banks 
and the Federal Board adopt a reckless policy, the 
results will be disastrous. 

Both the directors of Reserve Banks, and the Federal 
Board will be confronted with numerous problems, 
many novel and some intricate. The possibilities of 
the new system cannot be foreseen, and the extent and 
nature of the responsibilities resting upon the Reserve 
Banks cannot be determined beforehand. At the most, 
only some of the broader lines of policy and some of 
the more obvious danger signals can be indicated in 
advance of experience. This is a task which will be 
attempted in a subsequent paper. 

O. M. W. Sprague. 
Harvard University. 



